In this article, Professor Schwarcz examines the role of rating "agencies" in ordering financial markets in the United
Regulation of rating agencies is also unlikely to resolve their traditionally conservative bias against innovative new financial structures. Government regulation may in fact increase the bias by reducing competition among rating agencies. Moreover, given the international nature of rating agencies and the fact that their assets are human capital, regulation by individual nations could drive rating agencies to relocate to foreign nations that do not impose regulation. Professor Schwarcz concludes that public regulation of rating agencies is an unnecessary and potentially costly policy option.
"The United States can destroy you by dropping bombs, and [rating agencies] can destroy you by downgrading your bonds." 1 Rating agencies "have the power to destabilize whole national economies, municipal governments, major corporations." 2 Rating agencies profoundly impact the ordering of global financial markets. They are the universally feared gatekeepers for the issuance and trading of debt securities, 3 and recent proposals by the Basel Committee on Banking Supervision (the Basel Committee) promise to further expand their role internationally. 4 Yet they remain largely unregulated private entities. This article examines whether rating agencies should remain unregulated and, if not, whether it is feasible for individual nations to regulate multinational entities of this type. 3. See, e.g., The Use and Abuse of Reputation, ECONOMIST, Apr. 6, 1996, at 18 (noting that "little irks companies and governments more than a visit from the man from Moody's" because rating agencies have "huge powers to move markets") [hereinafter Use and Abuse].
4. See infra notes 8-12 and accompanying text. 5. In its largest sense, regulation can be divided into self-regulation and government regulation, and the latter can be further subdivided into the administrative system of direct public control and the judicially enforced system of private rights. See RICHARD A. POSNER, ECONOMIC ANALYSIS OF LAW § 13.1, at 367 (4th ed. 1992). I focus on regulation via the administrative system of direct public con-
I. INTRODUCTION

A. The Problem
Investors in domestic and cross-border financial transactions increasingly rely on rating agencies for substantial comfort regarding the risks associated with the full and timely payment of debt securities. 9 A rating agency's assessment of these risks may involve analyzing the structure of the transaction and any underlying collateral. 10 Rating agencies, however, are private companies. (1990) . Although Mr. Husisian concludes that the private tort system should not be expanded beyond its limited existing state, his rationalethat such expansion would induce rating agencies to create costly "paper trails" that would not produce a better product-does not necessarily apply with the same force to direct public control. 7. See also Gillian Hadfield, Privatizing Commercial Law: Lessons from the Middle and the Digital Ages 28-31 (Mar. 2000) (unpublished manuscript, on file with University of Illinois Law Review) (discussing government reliance on private companies, such as TRUSTe and VeriSign Inc., to maintain guidelines, checkpoints, and a responsive system to handle disputes surrounding Internet privacy and confidentiality issues; arguing that because private firms can develop new practices and adjust to changing environments more quickly than governmental bureaucracy, utilizing the private sector lowers public sector costs and increases the pace of industry expansion); Gillian E. Metzger, Privatization and the Constitution 2-4 (Oct. 13, 2000) (unpublished manuscript, on file with author) (commenting that although "[p]rivatization of government is not new [,] . . . there is evidence of a recent turn towards even greater government privatization, and more importantly an expansion in the breadth of responsibility and discretion being delegated to private actors"). Even social scientists are beginning to study this trend. See 10. Id. Professor Sassen describes this assessment as "a complicated mixture of elements. Credit rating agencies . . . have specialized in this mix of datums and interpretation. This is a strategic good under conditions of globalization where the number of datums and imponderables to be evaluated has grown enormously compared with closed national economies." Sassen, Rating Agencies, supra note 2, at 6. 11. Schwarcz, Universal Language, supra note 9, at 251-52. UNIVERSITY OF ILLINOIS LAW REVIEW [Vol. 2002 by the United States or any other major financial-center-nation. 12 Several of these nations, however, impose a minimal form of governmental control by giving official recognition to rating agencies that meet certain criteria. 13 Often, though, these criteria are vague or informal, 14 and the recognition is for limited purposes only.
15
This is exemplified by United States law, which contemplates an informal process by which a rating agency can be designated as a nationally recognized statistical rating organization (NRSRO). 16 (Hereinafter the term "NRSRO designation" will be used generically to include any governmental approval of rating agencies, irrespective of the country in which the approval occurs.) If a rating agency is designated as a NRSRO, its ratings can be used to satisfy rating requirements established by government agencies like the Securities and Exchange Commission 12. Several nonfinancial center nations in Latin America (Argentina, Bolivia, Uruguay, Mexico, Paraguay, Chile, and Peru) and East Asia (Malaysia, Korea, and Taiwan) do, however, regulate the ratings industry through structural requirements, such as capitalization thresholds, employee experience and integrity requirements, and through rating methodology directives. ) (requiring rating agencies to employ at least thirty people, of which at least five must be certified public accountants and at least fifteen must have been educated at the Korea Stock Training Institute or at a professional training school; restricting principal shareholders of a rating agency from holding more than 10% of the agency's value; and limiting the agency's business to credit ratings). Taiwan requires rating agencies to partner with an internationally recognized rating agency, and also imposes standards similar to those in Latin America as well as overseeing agency structure by approving its corporate documents (such as the articles of incorporation and corporate bylaws) and any changes thereto. More specifically, with regard to the risk weights applied to claims against sovereign nations, banks, noncentral government public sector entities, securities firms, and corporations, the Basel Committee proposes replacing the existing capital adequacy approach with a system that would use rating agency assessments for determining risk weights.
26
Once approved, the Basel Committee's proposal is likely to be adopted by most of the world's bank regulatory regimes. 27 That would focus even more world attention on the regulatory debate. 28 This article focuses on the regulatory debate: whether market forces create sufficient checks on rating agencies, or whether more regulation is necessary. 29 Before engaging in this debate, however, it is necessary to define more precisely what rating agencies do.
B. The Role of Rating Agencies
A rating is an assessment of the likelihood of timely payment on securities. 30 Thus, only the creditworthiness of an investment, not its economic desirability to investors, is rated. 31 Pure equity securities therefore are not rated because they have neither a specified maturity date nor a contractually fixed principal amount. Because rating agencies make their rating determinations based primarily on information provided by the issuer of securities, a rating is no more reliable than that information.
32
Ratings thus do not cover the risk of fraud.
33
Within these constraints, "the significance of a rating depends entirely on the reputation among investors of the particular rating agency."
34 At present, the most respected and trusted agencies are Stan- 36 There are, however, at least thirty-five to forty additional rating agencies operating outside the United States.
37
Since a company may issue securities with different risk characteristics, rating agencies generally assign ratings to a particular security rather than the company itself. 38 Long and short-term debt have separate rating scales, reflecting the different risks associated with long and short-term investing. 39 Using Standard & Poor's ratings as an example, 40 the highest rating on long-term debt securities is AAA, with ratings descending to AA, then to A, and then to BBB and below. 41 The highest rating on short-term debt securities-such as commercial paper 42 -is A-1, with ratings descending to A-2, A-3 and below. 43 The higher the rating, the lower the rating agency has assessed the credit risk associated with the securities in question. 44 Hence, a company's senior debt securities almost always would be rated higher than the same company's subordinated debt securities.
45
"Ratings below BBB-are deemed non-investment grade, and indicate that full and timely repayment on the securities may be speculative." 38. "Recently, however, some rating agencies . . . have been assigning company ratings that apply to any [generic] issuance of the company's senior unsecured debt securities." Schwarcz, Universal Language, supra note 9, at 253 n.80.
39. All other factors being equal, long-term investing has greater risk because of the greater uncertainty of predicting future events.
40. Other rating agencies use similar, although not precisely identical, rating nomenclature. 41. Schwarcz, Universal Language, supra note 9, at 252 n.77. Long-term ratings sometimes include "+" and "-"or other modifying designations associated with the ratings. Id.
42. "Commercial paper means short-term debt securities issued by a corporation. 'Typically, only large, quality rated firms issue commercial paper. Issuers like commercial paper because of its maturity, its flexibility and the absence of hard collateral.'" Id. at 252 n.78 (citation omitted).
43. Because a high rating signals low credit risk to investors, a company that issues AAA rated securities can more easily attract investors for its securities than can a company that issues AA or BBB rated securities. 48 Therefore, the company with AAA rated securities can pay a lower interest rate on those securities, and still attract investors, than can the company with the lower rated securities. Sometimes an investor may prefer, if it finds the extra risk acceptable, to invest in a BBB rated security, rather than a AAA rated security, in order to benefit from the higher interest rate. 49 The existence and almost universal acceptance of ratings make it much easier for investors in the capital markets to assess the creditworthiness of a given issuance of securities. In this sense, ratings can be thought of as a public good. 50 Certain rating agencies even "view their ratings as worldwide standards, and not as relative risk standards within countries."
51 Thus, a BBB rating on securities is intended to convey the same level of risk regardless of the jurisdiction in which the securities are issued.
52
This sometimes creates a problem for companies that would otherwise have high ratings, but which are located in countries that have political or financial instabilities because the rating on the company's securities usually is limited by the rating of the country itself. 53 On the other hand, the growing need for ratings has the salutary effect of motivating foreign companies and foreign governments to increase their transparency by providing the type of information needed to support a higher rating.
54
To a large extent, the almost universal demand by investors for ratings makes rating agencies gatekeepers of the types of securities that investors will purchase. 55 That, however, can slow down experimentation with inventive transaction structures, especially in the innovative fields of 48. Schwarcz, Universal Language, supra note 9, at 253. 49. Id. at 253 n.82. 50. Cf. Garcia-Johnson, supra note 7, at 5 (arguing that "[t]he provision [by certification institutions] of rules, and records of conformance, can be thought of as a public good that is, in a globalized world, often underprovided").
51. Schwarcz, Universal Language, supra note 9, at 253 n.84 (referring to the way that Standard & Poor's views its ratings).
52. Interview with Petrina Dawson, Managing Director and Associate General Counsel, Standard & Poor's Ratings Services, in Durham, N.C. (Mar. 11, 1998); cf. Garcia-Johnson, supra note 7, at 1 (arguing that one of the primary functions of certification institutions is to "make assessments of reputation replicable, more easily transmitted, and much easier to compare").
53. This is sometimes referred to as sovereign ceiling. structured finance and securitization. 56 This unprecedented power, combined with their de facto control over international debt markets, makes the issue of whether rating agencies should remain unregulated more urgent. 57 
II. ANALYSIS
To analyze this issue, one must first understand the normative rationale for regulation. In an economic context where health and safety are not at issue, regulatory policy generally views this rationale as "foster[ing] improvements judged in efficiency terms." 58 An exception might arise, however, where society has objectives in addition to economic efficiency. 59 Where such other objectives arise, they are principally distributional.
60
Are there any such other objectives in a rating agency context? This is not merely a rhetorical question; even commercial regulation might have other objectives based on indirect social consequences. Consider, for example, the dispute over the proper goals of bankruptcy reorganization law. Some argue that the only goal of bankruptcy reorganization law should be economic efficiency, while others argue that there are also distributional objectives, such as rehabilitating troubled debtors and ensuring equality of distribution to creditors.
61
To illustrate the controversy, query whether bankruptcy law should permit a fundamentally bad business to reorganize. Some may advocate reorganization, arguing that bankruptcy law "serves an important purpose in rehabilitating firms that, but for bankruptcy protection, would fail. Jobs would be lost and communities damaged, economically and otherwise." 62 one, employment levels in the city may even increase. Keeping a bad restaurant in business postpones the inevitable and delays a desirable shift of labor and capital to somewhere the inputs can be put to better use. 63 At least one noted bankruptcy scholar believes this dispute is irreconcilable. 64 One can imagine this same type of dispute over the goals of rating agency regulation-some arguing that such regulation should incorporate distributional objectives because ratings affect a company's ability to raise funds and the cost thereof, which in turn can affect the company's ability to hire and retain employees; others arguing that the only goal should be economic efficiency. There are, however, cogent reasons why the latter view should prevail.
The regulatory scheme most analogous to rating agency regulation-securities law-focuses primarily on the goal of economic efficiency in lieu of distributional objectives. 65 The analogy between these forms of regulation is close because rating agencies perform the same function as securities law: reducing the information asymmetry between issuers of securities and investors. 66 That rating agencies remediate that asymmetry in order to profit, whereas securities law remediates it in order to correct market failure and thereby increase efficiency, is irrelevant-the functions are the same.
Of course, the fact that efficiency is the central goal does not necessarily prove that it should be that central goal for securities law, and 63. Id. at 580 (illustrating the efficiency perspective that firms with inherently bad businesses should be allowed to fail to ensure that their assets are put to the best use).
64. is remediation of information asymmetries); MARC I. STEINBERG, UNDERSTANDING SECURITIES LAW 1 (2d ed. 1996) ("Undoubtedly, the central focus of the federal securities laws is that of disclosure, thereby providing shareholders and the marketplace with sufficient information to make relevant decisions"); see also The Investor's Advocate: How the SEC Protects Investors and Maintains Market Integrity, at http://www.sec.gov/about/whatwedo.shtml (Dec. 1999) (stating that the U.S. Securities and Exchange Commission's function as ensuring that "all investors . . . should have access to certain basic facts about an investment prior to buying it. To achieve this, the SEC requires public companies to disclose meaningful financial and other information to the public, which provides a common pool of knowledge for all investors to use to judge for themselves if a company's securities are a good investment."
No. 1] THE RATING AGENCY PARADOX 11
hence for rating agency regulation. 67 That result follows, however, because efficiency is also the normative goal of securities law: to "develop a global regulatory framework that preserves the efficiencies associated with international capital mobility." 68 Moreover, if rating agency regulation was based on factors other than economic efficiency, ratings would, to some extent, reflect those other factors. Investors, who typically look for the highest economic return for a given level of safety, then would be misled, undermining their confidence in the rating system and their willingness to invest in rated securities. In theory, of course, those other factors could be disclosed to investors; but even then, investors would find it costly and difficult to try to determine what the rating would have been absent those other factors.
I therefore conclude that improving efficiency should be the rationale for regulating rating agencies. 69 There are two ways that regulation could do this: by rating agencies' performance on the tasks they already do well, 70 or by limiting the negative consequences of their actions.
71
Each is considered in turn.
72
In making this inquiry, it must be cautioned that regulation itself poses intrinsic costs that can offset any efficiency gain. 
A. Regulation to Improve Performance
As the prior discussion has shown, rating agencies improve the efficiency of securities markets by acting as informational intermediaries between issuers and investors in order to increase the transparency of securities and thereby reduce the information asymmetry. This is especially valuable where individual investors face high costs relative to their investment in assessing the creditworthiness of an issuer's securities. A relatively small number of rating agencies can make this assessment on behalf of many individual investors, thereby achieving an economy of scale. Government regulation could increase this efficiency only by reducing overall costs or by improving ratings reliability.
Presently, there is little reason to believe that rating agency costs are excessive. The fee charged by a rating agency typically is marketdriven and varies according to the size and complexity of the transaction being rated. 75 At least for public transactions, the fee also covers ongoing monitoring of the rating. 76 From the standpoint of the rating agencies themselves, these fees reflect, among other things, the costs of the large staff of experienced analysts needed to assess ratings 77 and the risk that the rating agency will be sued based on a rating that, in retrospect, might appear unjustified. 78 Even if rating agency costs were considered excesbe struck . . . ."); see also Bottini, supra note 18, at 610-11 (observing that "[t]oo much regulation inhibits economic growth by increasing costs and making capital harder to raise"). 74. VISCUSI ET AL., supra note 58, at 10; see also id. at 13 (observing that "'government failure' may be of the same order of importance as market failure"); accord STOKEY & ZECKHAUSER, supra note 59, at 309-10 (warning that "the history of [government] interventions to deal with market failure is a history of disappointments [and hence one] should recognize that market failure does not mandate government intervention; it just suggests the possibility that such intervention might prove beneficial").
75 sive, however, government regulation rarely reduces costs and includes costs of its own, such as the public sector need to administer the regulation and the private sector need to retain counsel to advise on compliance with the regulation.
79
Likewise, there is little reason to believe that increased regulation will improve the reliability of ratings. Rating agencies have had a remarkable track record of success in their ratings, 80 and recent rating experience is even more reliable:
In 20 years only one company with an investment-grade rating from Moody's has defaulted on long-term debt-Manville, a single-A company that went bankrupt voluntarily to protect itself from asbestosis lawsuits. A New Zealand finance company, DFC, defaulted on its commercial paper in 1989 while still carrying a prime rating by S&P. The agency says it relied on a government commitment to provide liquidity, but the government reneged.
81
Because most studies only appear to take into account defaults on debt that is highly rated at the time of default, they do not necessarily address ratings stability. However, a recent internal analysis by Standard & Poor's, using information extracted from its proprietary database on 9,169 companies with rated debt, confirms the stability of investment able for rating that included incorrect description of accrued interest payable upon conversion of debt instruments); In re Republic Nat'l Life Ins. Co., 387 F. Supp. 902, 905 (S.D.N.Y. 1975) (rating agency has no duty to verify collected statistics used in rating process). For an analysis of whether credit rating agencies should be held to a stricter standard of liability, see Husisian, supra note 5, at 427. Husisian concludes that "an expansion of rating agency liability would impose significant costs on rating agencies without significantly increasing rating agency accuracy." Id. at 460.
79. See, e.g., Swire, supra note 71, at 7-9 (arguing that even if public officials act perfectly for the public good, regulation will give rise to bureaucratic administrative costs and industry compliance costs, as well as costs arising from the fact that regulatory rules are inflexible and inherently imperfect; and that, moreover, public choice theory shows that public officials do not always act perfectly for the public good). Thus, a recent study by the National Telecommunications and Information Administration comparing market, government, and self-regulation to determine the most effective way of protecting consumer privacy included, as limitations on government regulation, "the expense to the government of drafting the privacy rules, administering the rules and enforcing the rules in particular cases. . . . The amount of funding can clearly be substantial." See id. at 2, 7; see also POSNER, supra note 5, § 13.1, at 369.
See, e.g., W. BRADDOCK HICKMAN, NAT'L BUR. ECON. RESEARCH, CORPORATE BOND QUALITY AND INVESTOR EXPERIENCE (1958) (finding, among other things, that top-rated (i.e.,
Moody's AAA and equivalent for other rating agencies) corporate debt had a default rate of 5.9%, whereas lowest investment grade-rated corporate debt (i.e., Moody's BAA and equivalent for other rating agencies) had a default rate of 19.1% and noninvestment grade rated corporate debt (i.e., Moody's Ba and below and equivalent for other rating agencies) had a default rate of over 40%, in each case during the period 1900-43).
81. Credit-Rating Agencies: Beyond the Second Opinion, ECONOMIST, Mar. 30, 1991, at 80. This latter default reflects the view that rating agencies are less accurate in rating country debt, ascribed to "political factors mak[ing] forecasting much more hazardous" and the "alarming tendency [of countries] to default on their obligations." Room for Improvement: Rating Agencies, ECONOMIST, July 15, 1995, at 54. Investors, however, compensate for this reduced accuracy; when "pricing government issues," they "consistently demand[] higher yields than the ratings would imply." Id.; accord ADAMS ET AL., supra note 15, at 137-39 (finding that for corporate securities, "ratings, on average, are a good indicator of relative creditworthiness," but that "[e]valuating the performance ratings in the sovereign sector is more problematic than for corporates"). UNIVERSITY OF ILLINOIS LAW REVIEW [Vol. 2002 grade ratings, finding, for example, that "all 'A' rated companies at the beginning of a given year would have an 87.94% chance of maintaining that same rating by year end."
82
The reliability of ratings can be explained by reputational costs: the profitability of rating agencies is directly dependent on their reputations. 83 Inaccurate ratings will impair, if not destroy, a rating agency's reputation:
Even more than accountants and lawyers, [rating agencies] must trade on their reputations. If bond investors lose faith in the integrity of rating agencies' judgments, they will no longer pay attention to their ratings; if agencies' opinions cease to affect the price that borrowers pay for capital, companies and governments will not pay their fees. So market forces should make rating agencies careful of their good names. 84 Thus, rating agencies should want to continue to provide accurate ratings, 85 whether or not there is regulation. 86 Regulation, on the other hand, could impair the reliability of ratings by increasing the potential for political manipulation, 87 and by diminishing the importance of reputational costs as would occur, for example, if regulation were based on considerations other than ultimate ratings reliability. [l] ike all credit-rating agencies, . . . depends for its livelihood on its reputation among investors for objectivity and accuracy").
84. Use and Abuse, supra note 3, at 18. 85. Indeed in the aftermath of some recent criticism that they were too slow in identifying the problems at Enron Corp., the leading rating agencies announced they would consider "changing the way they determine their ratings to make them more timely. 86. But cf. Jackson, supra note 26, at 13 (arguing that the use of ratings for determining capital adequacy, proposed by the Basel Committee, may place increasing pressure on rating agencies to give favorable ratings). Some workshop participants also suggested that rating agencies sometimes might assign suboptimal ratings where the appropriate rating falls between categories, such as between BBB (investment grade) and BB (noninvestment grade). Behavioral psychology then might predict systematic underrating, as illustrated by the alleged tendency of weather forecasters to predict rain rather than sun in marginal cases because few complain when a forecasted rainy day turns out to be sunny. Ratings also might be a self-fulfilling prophecy in marginal cases, such as where an investment grade rating allows a company to raise funds and survive whereas the same company, faced with a noninvestment grade rating, would lack liquidity and fail. Even if these suboptimalities sometimes do occur, however, government regulation would not appear to avoid them.
87. See, e.g., Memorandum from Kenneth C. Kettering, Partner, Reed Smith Shaw & McClay LLP (now Associate Professor, New York Law School) 2 (July 6, 2000) (on file with University of Illinois Law Review) (arguing that "[o]ne serious drawback to government regulation . . . is the potential for political manipulation. . . . The services provided by rating agencies are . . . very largely subjective, and it is hard to see how anyone could tell whether particular ratings are biased.").
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Consequently, government regulation would neither reduce costs nor improve reliability. I therefore turn to the question of whether regulation would limit the negative consequences of rating agency actions.
B. Regulation to Limit Negative Consequences
There are various negatives associated with rating agency actions. First is the perception-related to a central question of private ordering, the extent to which it undercuts democratic authority 88 -that rating agencies are not accountable because they are not officially subject to public scrutiny. This would be problematic if, as a result, rating agencies misbehaved or issued inaccurate ratings. As the foregoing discussion has shown, however, the lack of official public scrutiny does not appear to affect ratings accuracy because of the de facto accountability of rating agencies through reputation. 89 Whereas government officials may derive the appearance of accountability through an electoral process, their ability to be elected is similarly driven by reputation. To this extent, reputational constraints can be viewed as a normative complement to the democratic process.
90
A second potential negative is the conflict of interest inherent in the way that rating agencies are paid. Rating agencies are virtually always paid their fee by the issuer of securities applying for the rating. 91 This raises the possibility that the issuer will use, or the rating agency will perceive, monetary pressure to improve the rating. Nonetheless, there appears to be little alternative to this arrangement because of the collective action problem in coordinating potential investors to pay this fee. One rarely can know in advance which investors will purchase a given issu- 89. Cf. infra notes 107-09 and accompanying text (discussing unsolicited ratings). 90. Cf. Keohane & Nye, supra note 88, at 12-14 (noting that democratic "accountability is not assured only through elections," and giving examples of "non-electoral accountability"). Reputation cannot, however, be a complete substitute for democratic accountability in our context because a rating agency's reputation is limited to issuers of and investors in securities. Reputation thus drives only accountability to such issuers and investors, not to a state's entire populace.
91. See AAArgh!, supra note 83, at 80 (observing that "[n]ormally issuers invite, and pay, the agencies to rate their debt"). One reviewer of this article has "always suspected that the evolution of the issuer-pay model was basically driven by the rating agencies' agendas: it's easier to extract money from issuers than from investors, and selling the information to investors would raise the threshold of responsibility that the rating agencies would have to investors misled by bum ratings." Memorandum from Kenneth C. Kettering, supra note 87, at 1. As argued below, however, this model may also be driven by collective action considerations. UNIVERSITY OF ILLINOIS LAW REVIEW [Vol. 2002 ance of securities, 92 and even if one did, it would be difficult to persuade those investors to pay their pro rata portion of the rating agency fee directly. 93 The issuer therefore may be the only party realistically capable of paying the rating agency's fee in all situations. 94 This does not, however, eliminate the potential conflict of interest that an issuer might be tempted to use the fee to strategically bargain for a higher rating.
In theory, a regulation could require investors to pay this fee, or could require an issuer to pay the fee irrespective of the rating ultimately assigned. Regulation, however, is costly, and issuers already are customarily required to pay rating agency fees regardless of the rating ultimately assigned. 95 The amount of the fee is also independent of the rating.
96
Coupling this with the fact that reputational costs help to ensure the objectivity and independence of the ratings decision, 97 the aforesaid conflict of interest does not appear to cause any negative consequences. 98 There is, however, one possible exception.
One rating agency, Moody's, has allegedly misbehaved by issuing artificially low unsolicited ratings in private transactions. 99 Critics argue that the conflict of interest described above motivates Moody's behavior:
[ 93. Professor Jackson observes that, in a perfect market, investors would be indirectly paying this fee through the pricing on the securities. Interview with Howell E. Jackson, Professor of Law, Harvard University, in Cambridge, Eng. (July 7, 2000) . That does not, however, eliminate the potential conflict of interest. Markets are not perfect, and the issuer's control over paying the fee might tempt it to strategically bargain for a higher rating.
94. Historically, rating agencies had sold subscriptions to their ratings to investors, much like wine experts today (such as Robert Parker with The Wine Advocate or Stephen Tanzer with his International Wine Cellar) sell subscriptions to their wine rating magazines. See ADAMS ET AL., supra note 15, at 192; Partnoy, supra note 29, at 640. Whether or not a similar approach would generate sufficient income to support the large research staffs needed today by rating agencies, and whether on-line computerized delivery would allow rating information to be sent to investors worldwide on a timely basis, are questions that are beyond this article's scope. ome market participants have argued that charging issuers for their ratings could offer the agencies an incentive to assign higher ratings than warranted by fundamentals," this study concludes that "[g]iven the overriding incentive for the agencies to maintain their credibility, it seems unlikely that they would trade off their credibility in return for short-term revenue gains.").
99. See AAArgh!, supra note 83, at 80. This is also referred to as rating without request.
No. 1] THE RATING AGENCY PARADOX 17
willing issuers to pay for their services in the hope of getting a better one.
100
It is unclear, however, whether unsolicited rating actually constitutes an abuse since suspicion alone drives the conclusion that such ratings are in fact artificially low. 101 Furthermore, the only court to have considered this question refused to impose liability on Moody's.
102 The court's rationale depended on the protection afforded to public opinions by the First Amendment's mandate that Congress shall make no law abridging freedom of speech or of the press-a protection not always available outside of the United States.
103
On the other hand, there is concern that an unsolicited rating may be based on incomplete information about the issuer.
104
Even if unsolicited rating does constitute an abuse, its scope is limited. It therefore may not justify implementation of a broad regulatory scheme. Instead, targeted remedies, such as requiring disclosure of the fact that a rating is unsolicited, would appear more appropriate. Recently, in fact, Moody's voluntarily instituted such disclosure for certain unsolicited ratings, in "recogni[tion] that market participants have shown an interest in knowing which ratings lack the issuer's participation" and to "help to dispel misconceptions, and increase the credibility and utility of [its] 12, 1996, at 14. Moody's, however, contends that unsolicited ratings are "the market's best defense against rating shopping (which occurs when issuers shop among various rating agencies for the highest ratings and seek to suppress lower conclusions). Under such circumstances, rating agencies risk the moral hazard of competing to provide the highest rating in order to obtain the issuer ' . 1999 ), Moody's issued a statement "that, although it had not been asked to rate" the bonds in question, the outlook on the issuer's debt was negative and Moody's "intended to assign a rating to the issue subsequent to the [bond] sale." 988 F. Supp. at 1343. At the time of its statement, however, Moody's financial information on the issuer was over a year old. Id. The statement caused the bond sale to fail, and the issuer was "forced to reprice its bonds at a higher interest rate in order" to sell them. Id. at 1344. The court refused the issuer's demand for damages, reasoning that the unsolicited rating was "a mere expression of opinion protected by the First Amendment." Id. at 1347. (Indeed, the appeals court clarified that this unsolicited rating, even if retaliatory, would be protected speech under the applicable state law. See Jefferson County Sch. Dist., 175 F.3d at 858.) The court also refused to allow the issuer to amend its complaint to add antitrust claims, reasoning that First Amendment protected speech cannot be the basis for antitrust liability. Jefferson County Sch. Dist., 988 F. Supp. at 1347-48.
103. For a discussion of these First Amendment issues, see Bottini, supra note 18, at 616-19. 104. See Cantor & Packer, supra note 95, at 19 (observing that issuers want the rating agencies to have complete information to ensure the most accurate and favorable rating possible). For example, in the Jefferson County School District case discussed above, Moody's financial information on the issuer was over a year old. See Jefferson City Sch. Dist., 988 F. Supp. at 1343. But cf. MOODY'S INVES-TORS SERV., supra note 100, at 3 (in which Moody's maintains that it does not assign ratings where it lacks "sufficient information to form a useful conclusion").
105. MOODY'S INVESTORS SERV., supra note 100, at 3. Moody's agreed to identify in initial rating assignments those unsolicited ratings for which the issuer has declined to participate, by including the UNIVERSITY OF ILLINOIS LAW REVIEW [Vol. 2002 fore have been sufficient, even in this context, to help correct rating agency misbehavior.
106
The final negative is that the rating agency system, as presently constituted, is conservatively biased against innovation.
107 This is because the negative reputational consequences of providing a rating that, in retrospect, turns out to be incorrect far outweigh the fee a rating agency can charge for providing that rating. The bias is particularly pronounced in the developing area of securitization, where the securities being rated arise out of complex and innovative transaction patterns. Securitization is "by far the most rapidly growing segment of the U.S. credit markets," 108 and its "use is rapidly expanding worldwide."
109
In a typical transaction, a company, usually called the "originator," transfers rights to payment from income-producing assets such as accounts receivable, loans, or lease rentals (collectively, "receivables"), or frequently undivided interests in such rights, 110 to a special purpose vehicle, or "SPV." The SPV, in turn, issues securities to capital market invesfollowing statement in the rating assignment press release: "This rating was initiated by Moody's. The issuer did not participate in the assignment process." Id. at 1.
106. One workshop participant queried whether reputation alone would always be sufficient to deter rating agencies from rating too low in order to extract a fee, and suggested that rating agencies be penalized for egregious error. Although some might argue that this type of penalty already exists in limited form, at least in the United States, through the tort system (cf. Husisian, supra note 5, at 460-61), the only court to have considered this issue refused to impose liability. See Jefferson County Sch. Dist., 988 F. Supp. at 1348.
107. See supra note 86 and accompanying text. One commentator has argued, however, that there may be other negatives associated with rating agency action. See Bottini, supra note 18, at 580-83. The most significant, he believes, is that rating agencies are "too slow to downgrade a rating." See id. at 585. His evidence for this, however, is limited to three ambiguous anecdotal examples during an almost twenty-year period. See id. at 585-88. He also argues that "rating agencies have . . . been accused of influencing and being influenced by politicians." Id. at 595. As for the former charge (influencing), his critique is not that rating agencies have used improper influence but that they "often make suggestions to state legislators concerning ways to improve their [state's] rating." Id. at 597. He does not, however, indicate whether any states have in fact changed their operations based on these suggestions, nor does he say whether any of these suggestions have been ill advised. Id. at 597-98. Regarding the latter charge (being influenced), he cites only two anecdotal examples; both, however, could be explained by imperfect judgment calls as easily as influence. Id. at 595-97. Finally, although he argues that "the rating agencies have been criticized for being inaccurate and for failing to provide adequate disclosure of important financial information to investors who rely on the ratings," he admits that " [o] n the other hand, many claim that the ratings are accurate." Id. at 600, 602; cf. supra notes 82-86 (listing authorities supporting the accuracy of ratings). Even if these concerns were valid, however, he concludes that "[r]egulation of the entire [rating agency] industry is undesirable" and that all that is "needed is limited regulation directed at the few serious problems afflicting rating agency activity." Bottini, supra note 18, at 610-11. tors 111 and uses the issuance proceeds to pay for the receivables. The investors, who are repaid from collections of the receivables, buy the securities based on their assessments of the value of the receivables. 112 The most critical analysis in a securitization is whether the SPV and its investors will continue to be repaid in the event of the originator's bankruptcy. 113 If the SPV has ownership of the receivables, the SPV and its investors will continue to be repaid; if not, their right to be repaid will be suspended and subject to possible impairment. 114 The SPV will gain ownership of the receivables only if the transfer of those receivables from the originator to the SPV constitutes a sale under applicable bankruptcy law. 115 This is usually referred to as a "true sale." The inherent gate-keeping bias toward market conservatism arises largely out of conservative rating agency views on what constitutes a true sale. For example, irrespective of the legal criteria governing a true sale, 116 some rating agencies remain skeptical whether an SPV that purports to purchase only an undivided interest in, as opposed to whole, receivables is able to gain ownership of the interest purchased.
117
This makes it more difficult to maximize the statistical diversification of the receivables sold to the SPV, and increases the transaction costs of making purchases. 118 The same conservatism also makes rating agencies reluctant to rate innovative new securitization structures, even where the innovation promises to increase efficiency and reduce transaction costs. 119 Without a rating, however, an SPV will be unable to issue its securities. 120 UNIVERSITY OF ILLINOIS LAW REVIEW [Vol. 2002 Although this bias may be problematic, it is hard to see how government regulation could reduce it. To the contrary, even the limited form of government regulation represented by the NRSRO-designation increases this bias by restricting the number of approved rating agencies, therefore discouraging competition and hindering the start up of new agencies that do not have national recognition. 121 Rating agencies that have fewer competitive pressures will have less motivation to be innovative and also might charge higher fees. 122 If anything, this suggests that government should consider balancing the need for a rigorous standard for NRSRO designation against the need to ensure that a sufficient number of rating agencies receive NRSRO designation to assure competition.
In summary, regulation would neither limit the negative consequences of rating agency action nor improve rating agency performance. Consequently there is little theoretical justification for such regulation. As discussed, however, States that make the applicability of their laws turn on a rating often utilize NRSRO designation as a minimal form of regulation. 123 Whether the applicability of law should turn on a rating is beyond this article's scope. Nonetheless, so long as the applicability of law does turn on ratings, some form of regulatory approval of rating agencies would appear appropriate. In this context, the next section examines the appropriateness of NRSRO designation as a regulatory methodology.
scribed therein, absent "case law directly on point," notwithstanding that the divisible interest structure would "permit middle market companies and hospitals to pool their receivables in ways that reduce transaction costs and make securitization far more feasible and attractive").
120. The SPV might, however, be able to issue securities in limited private placements. Id. at 145 n.42. One reviewer of this article asked if the conservative bias is a failure or just things working as they should. It is, I believe, a failure because, absent the need for a rating, investors would independently analyze innovative new structures; whereas if those structures are not rated, investors have no incentive, outside of the aforesaid limited private placements, to engage in such analysis.
121. See Cantor & Packer, supra note 95, at 8 (observing that "[g]iven the growing importance of NRSRO status, new entrants in the ratings business who lack this status may find it increasingly difficult to attract a wide following in the investment community."); cf. Garcia-Johnson, supra note 7, at 19 (arguing that whereas "certification institutions themselves must be trusted, and must develop a reputation for honesty [,] [t]his is a difficult task, especially for new institutions"). Another regulatory approach might be to require greater transparency of the criteria that rating agencies apply in assigning their credit ratings, but this would be redundant. Issuers already are able to discuss these criteria with rating agency analysts, and the major rating agencies already publish these criteria on their websites. 
C. NRSRO Approach to Regulation
As shown above, regulation is not generally needed to improve rating agency efficiency. 124 And, indeed, the purpose of NRSRO designation does not appear to be to improve efficiency per se. Such designation in fact has another purpose: to ensure that where the applicability of specific laws turns on a rating, the issuer of the rating-and thus the rating itself-is a reliable indicator of whether or not to apply those laws.
This suggests that NRSRO designation must be analyzed in the context of those specific laws. The analysis is simplified, however, by the fact that there appears to be only one category of laws whose applicability turns, or should turn, on a rating: securities laws. 125 This intuitively follows because the purpose of ratings is to assess the risks associated with the payment of securities. 126 This conceptually follows because rating agencies perform the same function as securities law-reducing the information asymmetry between securities issuers and investors. 127 Therefore, NRSRO designation is a component of securities law and should be analyzed in that context. NRSRO designation at first appears to be a theoretically unusual approach to securities law. In the United States, for example, the historical debate regarding enactment of securities laws focused on whether those laws should provide for full disclosure or, instead, governmental merit analysis. State "blue sky" laws provided for the latter.
128 Unlike these state laws, however, the consensus was that federal securities laws should not "establish a system of merit regulation." 129 The rationale was that "investors' ability to make their own evaluations of available investments [through the federal regulatory framework of full disclosure] obviates any need that some observers may perceive for the more costly and time-consuming governmental merit analysis of the securities being offered." 130 However, NRSRO designation constitutes an indirect form of merit regulation. This is because the designation itself, which controls whether or not securities law exemptions become available, is based on governmental merit analysis of the rating agencies. Nonetheless, this form of merit analysis may be superior to full disclosure. The historical rationale for full disclosure-that investors' ability to make their own evaluations of available investments obviates the need for costly and time-consuming merit analysis 131 This view is supported by commercial law theory. In contrast to the traditional approach of the past two centuries (referred to as transactional regulation) in which "public agencies have assumed responsibility for the oversight and direct regulation of the conduct of . . . private parties," 134 a system of commercial law only should require the State to establish the "minimal structure necessary to create private institutions that will then operate under market incentives" to allocate public resources 135 (an approach known as organizational regulation 136 ). The rationale for favoring organizational over transactional regulation is derived from actual experience. Organizational regulation produces "rules that are optimal in light of the costs of the rules" 137 because it relies on simple commitment mechanisms, such as reputation. 138 Transactional regulation, however, "does a particularly poor job of achieving optimal legal complexity" 139 ( arguing that due to the lack of information available to investors, "ratings have doubtless played too important a role in investors' decision making process"). Opponents of the shift may argue, for example, that ratings do not cover fraud risks, that rating agencies rely only on information provided by the issuer, and that the integrity and reliability provided by independent professionals such as investment banks and attorneys are discounted where investors read the offering papers less carefully or completely. See Schwarcz, Universal Language, supra note 9, at 252 n.76.
133. See generally Rhodes, supra note 14, at 323-28. But cf. Bottini, supra note 18, at 611-14 (arguing in a U.S. context that the SEC should be given explicit statutory authority to establish formal standards for NRSRO designation, require NRSROs to register with the SEC, and promulgate rules governing NRSROs). At some point, however, increased formalization and registration may increase costs beyond the level that justifies merit regulation.
134. Hadfield, supra note 7, at 10, 26. Professor Hadfield argues that this "traditional" approach is really stuck in the nineteenth century: "our historical perspective on the law is too modern [and thus] seems 'necessary' because we do not remember that it was not always as it is now." Id. at 10.
135. Id. at 25-26 (referring to this structure as the "constitutional law"). This structure is intended to create "the conditions favorable to the development of efficient private governance regimes for commercial entities, much as the role of the state is to structure the conditions favorable to the development of efficient private mechanisms-i.e., markets-for the production and distribution of goods and services. is its primary goal. Thus, it treats as absolute the value of the rights at stake while largely ignoring the costs.
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In the commercial context of rating securities, the State's legitimacy is not at issue and the rights at stake need not be treated as absolute. Accordingly, organizational regulation should be legally optimal. 142 The NRSRO-designation then derives its normative authority from being a form of organizational regulation-a minimal governmental structure, relying on the simple commitment mechanism of reputation, in which private institutions (rating agencies) operate under market incentives to allocate public resources. 143 NRSRO designation thus appears, at least conceptually, to be a justifiable form of regulation.
The remaining question is how to balance the protection provided by the NRSRO-designation with the goal of ensuring that a sufficient number of rating agencies receive such designation to assure competition. In this context, it has been proposed that NRSRO-designation be awarded to some foreign-recognized rating agencies, as well as to arms' length subsidiaries of domestic firms active in evaluating the business and securities of companies. 144 There should be relatively little risk if these entities are well-capitalized, have reputations for "quality financial analysis in the investment community," and have acceptable business plans to rate securities. 145 The risk could be further minimized by making any de novo applicant's NRSRO-status provisional for some trial period. 146 In this way, the "potential anticompetitive effect" of NRSRO designation can, consistent with the integrity of such designation, be reduced.
147 Reducing the anticompetitive effect also would mitigate any theoretical concern that rating agencies will engage in cartel behavior, such as by giving unnecessarily negative ratings or extracting oligopolistic profits.
148
D. Multinational Considerations
This article's analysis has thus far indicated that additional regulation of rating agencies is unnecessary and probably inefficient. This view is reinforced by the fact that rating agencies are multinational entities with human capital assets. As such, a rating agency subject to excessive regulation would be more likely than an ordinary multinational company to relocate to a foreign country that does not impose such regulation, 149 assuming the country has the educational infrastructure to supply the ongoing need for analysts. 150 This in turn might lead to a race to the bottom, 151 in which countries compete to reduce their level of regulation in order to attract rating agencies that wish to relocate. Reputational considerations might mitigate relocation to the extent that a rating agency prefers to comply with the regulation as an additional means of signaling to the market its reliability;
152 but ultimately, a rating agency would have to balance the cost of such compliance with the costs of relocating, including any perceived loss of reputation.
rating agencies have not displayed widespread instances of moral hazard or improperly opportunistic behavior, apparently because reputational concerns discourage such behavior).
149. Cf. RICHARD W. JENNINGS ET AL., SECURITIES REGULATION 3 (7th ed. 1992) (observing that, because securities markets are increasingly international, "if one jurisdiction regulates more intensively than others, it may induce issuers-both domestic and foreign-to flee 'overregulation' by using a foreign market").
150. For example, a senior officer of a major rating agency disclosed to the author in confidence in connection with this article that the agency chooses not to open offices in countries where it feels the regulatory environment jeopardizes its independence, objectivity, or ability to develop and apply rating criteria. Confidential e-mail (June 13, 2001) (on file with author). Of course, the flexibility to relocate would be less in such dominant markets as the United States, especially to the extent the rating agency desires to continue to have its ratings qualify for the NRSRO securities law exemptions. Furthermore, a state could attempt to indirectly regulate foreign rating agencies that assign ratings to securities issued in its jurisdiction by directing enforcement at the issuer located in the state, much like a state can tax interest income paid to a foreign lender by requiring a domestic borrower to withhold a portion of the interest payable and turn it over to the state as a withholding tax. See Schwarcz, Universal Language, supra note 9, at 249.
151. In the United States, for example, the term "race to the bottom" generally refers to the tendency of corporations to incorporate in states with the least restrictive regulation, which in turn (because states derive revenue from corporate charters) motivates states to reduce their level of regulation. See U. law to choose, for preparation of disclosure documents, the securities law of either the issuer's home-State or the State in which the securities are issued, and finding that market forces "require European issuers of common stock to disclose more information and prepare disclosure documents more carefully than legal rules formally require"). UNIVERSITY OF ILLINOIS LAW REVIEW [Vol. 2002 might exacerbate the anticompetitive effect of national designation by diminishing the ability of local rating agencies to germinate and grow.
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III. CONCLUSION
This article focuses on the extent to which rating agencies, which dominate the private ordering of public markets, should be regulated.
In an economic context, the normative rationale for regulation is to improve efficiency. Rating agencies are already motivated to provide accurate and efficient ratings because their profitability is directly tied to reputation. Historical data confirm that the reputational motivation is sufficient. Additional regulation of rating agencies thus would impose unnecessary costs and thereby diminish efficiency.
Theory confirms that reputation can be a substitute for regulation. At least for rating agencies, reputation drives much of the accountability that ordinarily is achieved through the democratic process.
Because rating agencies are somewhat representative of the emerging trend toward private ordering of traditionally public functions, this article's analysis also has implications for private ordering by NGOs other than rating agencies. As mentioned above, one of the central questions of private ordering is the extent to which it undercuts democratic authority. This article has shown that reputational constraints can be viewed as a normative complement to the democratic process (although these constraints are not a complete substitute for democratic accountability where, as with rating agencies, the NGO's reputation is relevant to only a subset of the State's populace).
The rating agency model further illustrates that organizational regulation-illustrated in a rating agency context by the NRSROdesignation-sometimes may be preferable to transactional regulation. Organizational regulation would be especially appropriate for NGOs that operate in commercial, financial, and other economic spheres, where protecting the state's legitimacy is not the primary goal.
The rating agency model also provides a reminder that, in a multinational context, NGOs subject to excessive regulation may be more likely than ordinary multinational companies to relocate to foreign states that do not impose such regulation. This is particularly likely where, as with rating agencies, the NGO's assets are human capital and foreign states have the requisite educational infrastructure. Reputational considerations might, however, mitigate relocation to the extent an NGO prefers to comply with regulation as a means of signaling its reliability. 158 . Cf. supra notes 149-50 and accompanying text (discussing the anticompetitive effect of NRSRO designation). One might argue that a single global standard might help international investors, but markets already are able to judge the quality of rating agencies-indeed, market perception is the primary basis to date of NRSRO determination. See Rhodes, supra note 14, at 323.
